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Beport to Secr-tary, Departrent of Defense; by Richard W,
Gutmaip, Director, Procuressnt and Systoks acquisition Div,

Issue 2xena: Federal Prccur.ment of Goods and Services {1900) ;
Federal Procurement of Goods and Services: Reasorableness of
Prices Under ¥eqotjiated Cnutracts apid Salcontracts {1904) .,

Contact: Procuremeni and Systeass Acquisition Piv.

Budget Furction: National Defense: Tepartment of Defense -
Procureaent & Contracts (058), }

Orgaanization Concernel: DPepartment of the Air Force; E=-Systers,
Inc.; Hayes International Corp., Bitminghas, AL; Aero Corp.,
Lake City, IL.

Congressional Relevance: House Committee on Arased Services;
Scnate Coamittee on Armed Services.

duthority: Areed Services Procurement Act of 1947, sec. 4(b) (62
Stat. 213 10 9.S.C. 23\!6(3)).

Five aircraft maintenance contracts were examined to
evaluate the administration of unscheduled work and ‘he” payments
for ccntractor-furnished materials. The five contracts were vith
B-Systems, Inc. (2 contracts); Hayes International Corp. (2
.itracts), and Aerc Corp.; they were awarded by the Air Porce
for prcgramamed depot maintenance and modification of aircraft in
the Special Air Mission Pleet and the KC-135, C-130, and P-4
aircraft. Findings/Conclusions: Unscheduled work was found to
be administered satisfactorily. Regulations prchibit use of the
cost-plus-a-percentage-of-cost systea of contracting. Paysents
for certain contractor-furnished materials on the two contracts
avarded to E-Systeas, Inc., viclated the prohibition against
this type of payment. E-Systeas was reimbursed for indirect
expenses and profit on the basis of fixed, fredetermined rates.
In addition, the Air Fcrce agreed to pay an uncertain sue for -
materjals since the contracts did not provide a specific snam to
be spent for contractor-furnished materials. The other thiree
contracts contain similar payment provisious for
contractor~furnishsd materials and may be in conflict with the
Iregulations. Recommerndations: In view of the fact that illegal
contract payment provisions have been used for overheml and
repair work and for contractor-furnished materials, the
Secretary of the Air Porce should: (1) detersine the amounts
properly allowable under the contracts involved and recover any
excess payments; and (2) review all aircraft maintenance
contracts and eliminate the cost-plus-a-percentage-of-cost
systea of contracting. (RRS)
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The Honorable
The Secretary of Defense

Deai Mr. Secretary:

we examined five airzceraft maintenance contracts to

evaluate the administration of unscheduled work and the

payments for contractor-furnished materials. we found
that unscheduled work was generally being administered
satjsfactorily, but payments to :*he contractor for cer-
tain contractor-furnished materials on two contracts
awarded tn E-Systems violated the statutory prohibition
against a cost-pius-a-percentage~cf-cost systen of con-
tracting. The cther three contracts also contain similar
payment provisions for contractor-furnishes naterials.
Therefore, these contracts may 31so be in c¢onflict with
the governing statutes and regulations.

We are recommending that the Secretary of the Air
Force determine the amounts propezly allowable under the
two contracts for c¢ontractor~furnished materials and
recover any excess contract payments. The Secretary of
the Air Force should alsov review all aircraft maintenance
contracts to eliminate cost-nlus-a-percentage-of-cost
systems of contranting. The essential details of our
findings follow.

BACKGROUND

The contracts examined were awarded by the Air Force
for progrzamed depot maintenance and modification of the
aircraft in the Special Air Mission (SAM) Fleet and the
KC-135, C-130, and F-4 aircraft. These contracts were
selected because of their high annual dollar value.

The contractors and their locations were:

--E-Systems, Inc., Greenville Division,
Sreenville, Texas.

~-Hayes International Corp., Birmingham,
Alabama (two contracts).
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-=-Aero Corp., Lake City, Florida.

-=-E-Sys*tems, Inc., Doraldson Division,
Greenville, South Carolina.

Programed depot maintenance is depot-level modifi-
cation and maintenance of aircraft normally scheduied
on a cyclic basis. Ccntracts for this service involve
two types of work: "basic" and “over and above." The
basic work r«presents known requirements and is awarded
on a fixed-price basis. Over and above work requirements
are determined after a detailed inspection of each air-
craft and are accomplished at the direction of the
administrative contracting officer. Payment for over
and above work is based on fixed hourly labor rates set
forth in the contracts, and the labor hours required
for each work order are determined before the work is
begun.

Contractor-furnished materials for the over and
above work were acquired either by overhauling components
renxoved from the aircraft or purchasing new components.
Work on components found to need overbaul and rerair
was accomplished by approved vendors and subcontractors
under fixed-price purchase orders.

COST-PLUS-A~PERCENTAGE-OF-
COST SYSTEM OF CONTRACTING

Section 4(b) of the Armed Services Procurement Act of
1947, February 19, 1948 (62 Stat. 21, c. &5, 10 U.S.C.
s2306(a)), provides that the cost-plus-a-percentage-of-
cost system of contracting shall rot be used. The purpose
of this prohibition 1s to prevent “"the increased cost
which a contractor might allow to accrue in order to
obtain the percentage of the increased cost." 1/

Consistent with the statutory prohibition, the Comp-
troller General has stated that tlLe cost-plus~a-percentage-
of-cost system of contracting is illegal. 2/

1/ National Electronics Laboratories, Inc. v. United States,
1860 F. Supp. 337, 148 Ct. Cl. 308 (1960).

2/ 35 Comp. Gen. 434 (1956); 38 Comp. Gen. 38 (1958);

45 Comp. Gen. 612 (1967); and 55 Comp. Gen. 554 (1975).
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On the basis of court rulings and Comptroller General
decisions, contractual arrangements containing the following
features constitute a prohibited cost-plus-a-percentage-of-cost
system of contracting: (1) payment is based on a predetermined
percentage rate, (2) the predetermined percentage rate is applied
to the actual performance cesi, (3) contractor's entitlement
is uncertain at the time of contracting, and (4) entitlement
increases commensurate’y with increased performance cost. 1/

On the basis of this criteria, we believe that payments for
cer-ain contractor-furnished material were made on the two
£-Systems contracts on a proaibited cost-plus-a-percentage-of-
cost system of contracting.

SAM Fleet ccntract

We found that payments made to E-Systems (Greenville
Division), for direct materials purchased under the SAM Fleest
contract did not violate the cost-plus-a-percentage-of-cost
prohibition. However, payment provisions for materials
overhauled and repaired by subcontractors contain all
the elements of a cost-plus-a-percentage-of-cost contract.

Direct materials obtained by the contractor were cost
reinbursable. This meant that the contractor was reimbursed
for the cost of materials plus general and administrative
expenses involved with the purchase. The rates used to
determire general and administrative expenses had to be
audited yearly, and retroactive adjustments were made
to reflect actual costs. No profit to the contractor was
ailowed on these purchases. While this payment arrange-
ment is permissable, we do not believe it is a good procedure
because the contracto:r has no incentive to control costs.

On the other Land, during the 40-month life (May 1973
through September 1976) of the contract, predetermined per-
centage rates for procurement support, general and adminis-
trative expense, and profit were applied by E-Systems,
after the fact, to invoice amounts billed by subcontractors
for materials overhauled and repaired. For this same period,
the prccurement support and general and administrative expense
rates ranged from 3.4 to 7.1 percent and 14.5 to 20.1 percent,
respectively, on the basis of negotiated forwazd-pricing
rates. Although these rates changed during the contract
period, the amounts resulting from the rate application were
not subject to any retroactive adjustment to actual costs.

1/ 55 Comp. Gen. 554 (1975).
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Additionally, E-Systems added profit at a fixed percentage
rate to these invoices after the addition of amounts for pro~
curement support and general and administrative expense.

During the first year of the contract, a l0-percent profit

rate was used for all purchase orders originating from either
the E-Systems facility at Greenville, Texas, or the contractor's
liaison office located at Andrews Air Force Base, Cam» Springs,
Maryliand.

In March 1975, a separate 8-percent profit rate was nego-
tiated for all purchase orders originating from the liaison
office at Andrews Air Force Base. This rate was applied to
all invoice prices for subcontracted component overhaul and
repair work during the second and third Year of the contract
plus a 3-month ~ption period. The l0-percent profit rate,
previously negyotiated, remained in effect for all purchase
orders issued from the Greenville, Texas, facility.

The cost for materials overhauled or repaired by sub-
contractors increased during the first year of the contract
from an estimated amount of $1,118,000 to $1,634,000, or
about 46 percent. The invoice cost for such materials totaled
$4.6 million over the life o. the contract. In addition to
this cost, we estimated that about $1 million was paid for
procurement support and general and administrative expenses.
This amount was based on the negotiated predetermined per-
centage rates previously mentioned. Profit rates were then
applied, resuiting in a $500,000 profit to E-Systems for
subcontracted overhaul and repair work.

F~-4 contract

The F-4 contract with E-Systems (Donaldsor. Division)
provides for the reimbursement of contractor-furnished
materials on a price-negotiated basis. This method permits
the contra:tor to recover general and administrative
espenses a°.d to receive a profit on material purchases.

.n October 1975, the procuring contracting officer and the
administrative contracting officer negotiated with the con-
tractor a 23-percent rate for general and administrative
expense and & 6-percent rate for profit. The rates were
fixed for the entire contract period and arplied ¢to all
material invoice prices. No retroactive adjustments were
made to these rates to reflect actual ccsts.
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Contractor-furnished material costs, plus the percentage
allowance for general and administrative expense and profit,
were estimated at $17,300 in October 1975. 1In March 1977,
after the Air Force made two significant contract modifica-
+ions, these coste had ircreased to about $536,300. This
$519,000 increase will allow the contractor to recover an
additicnal $92,000 in general and administrative expense and
$29,000 ir profit.

CONCLUSIONS

The payment provisions for subcontracted overhaul and
repair work for the SAM Fleet contract and direct material
purchases for the F-4 contract contain all the elements of
a cost-plus-a-percentage-of-cost contract. In this regard,
E-Systems was reimbursed for indirect e¢xpenses and profit
on the basis of predetermined, fixed percentage rates. These
predetermined percentage rates were applied and added to the
invoice price for materials. Because the contracts did not
provide a specific amount to “e spent for contractor-furnished
materials, the Air Force in effect agreed to pay an uncertain
sum for these material costs plus a fixed percenta e of that
sum, whatever it might be. On this basis, it is clear that
payments under the E-Systems contracts will increase commen-
surately as those predetermined percentage rates are applied
to incrzased performance costs.

The otaer three airc— 'ft maintenance contracts surveyed
contained payment provisi.as similar to those in the E-Systems
contracts.

RE/;OMMENDATIONS

In view of the fact that illegal contract payment pro-
visions have been used for subcontracted overhaul and repair
work and for other contractor furnished materials, we recommend
tha. the (ecretary of the Air Force determine the amounts
prop-rly allcwahle under the contracts invclved and recover
any excess payments.

We also recommend that the Secretary of the Air Force
review all aircraft maintenance contracts and eliminate the
cost-plus-a-percentage-of-cost system of contracting. In this
regard, we believe there are several alternatives that should
be considered for correcting this problem. 1In order of
preference, they are:
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Eliminate the allocation of general and administrative
expenses and profit to material costs. Such charges
would be allowed on labor nosts because the labor
charges are determined 2arly in contract performance.

Negociate a fixed price for materials at the point
when the amount of material that will fulfill contract
reguirements can be determined. This should be as
early as possible in contract performance to provide
the contractor an incentive to control material costs.

Provide for the retroactive revision of general and
acministrative expenses based on actual material
costs incurred. While this alternative would correct
the problem, it would not give the contractor an
incentive to control costs.

As you know, section 236 of the Legislative Reorganizatio
Act of 1970 requires tne head of a Federal agelicy to submit
a written statement on actions taken on cuvr recommendations
to the House Committee on Gove:snmznt Onerations and the Senate
Committee on Governmental Affairs not later than 60 days
after the date of the report and to the House and Senatec
Committees on Appropriations with che agency's first request
for appropriations made more than 60 days after the date
of the report.

Sincerely yours,

yvyyroy,
F. W. Gutmann
Directo:r






